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Banking and the Credit 

System 

I 

The Economic Functions of 

Banking 

HE essential economic significance of 
- banking will be discovered by in- 
JL quiring into the part played by banks 
in the organized processes of industrial so- 
ciety — in the production, exchange, distribu- 
tion, and consumption of goods and services. 
Since the purpose of our present study is to 
get at essentials, we shall consider routine 
banking operations only to the very limited 
extent that is necessary, devoting major atten- 
tion to the banking business as a whole and 
to the services which it renders to other kinds 
of business and to the public at large. 

Promotes Efficiency in Exchange 

The essential function of the banking sys- 
tem, like that of the monetary system, is to 
enable the process of exchange to be carried 
out with economy and efficiency. A great 
social economy is thus effected. To grasp 
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ECONOMICS FOR EXECUTIVES 

this view of the general function of banking 
is the first step toward understanding each of 
the more special functions taken by itself, 
such as "lending" and "receiving on deposit." 
These special functions are indeed abso- 
lutely essential to an institution in order to 
entitle it to call itself a bank. Incidental to 
them, in turn, are such activities as the trans- 
fer of funds from one person to another by 
the use of checks or drafts. Yet all these 
activities — lending, receiving on deposit, 
transferring funds, and the like — derive their 
importance from the function they perform 
in facilitating the exchange of products. 

The Exchange Function 

We shall first undertake to describe this 
function, so that its outstanding importance 
may be kept in mind throughout our whole 
discussion. We shall then take up, one by one, 
several of the special activities of banking 
and show how they all assist in the discharge 
of the central and controlling function. 

Since the making of collections and settle- 
ments by banks is most directly connected 
with facilitating the exchange of goods and 
services, we shall start our discussion by ana- 
lyzing the process by which collections and 
settlements are accomplished. We shall next 
consider lending, which will include a discus- 
sion of deposits and of bank credit in general. 

8 



BANKING AND THE CREDIT SYSTEM 

Bank notes will be next considered, and we 
shall then be in position to go into the matter 
that is of most interest to all business men, 
the relation between banking activities and 
the rise and fall of prices. 



II 

The Economics of the Clearing 

Process 

The service of the banking system in mak- 
ing payments, collections, and settlements 
rests on the existence of bank deposits, and 
the practice of transferring these by check. 
This practice has become so general in mod- 
ern times, especially in the United States and 
in Great Britain, that most obligations in 
terms of money are settled by means of bank 
checks, or drafts, rather than in money. 

This practice has grown up because of its 
convenience. Money in considerable sums is 
bulky, change cannot always be made to the 
exact penny, money is risky to keep and carry, 
and so difficult to trace when lost that recov- 
ery is almost impossible. A check also has 
the advantage of supplying a record of pay- 
ment and receipt. 

Thus in many respects it is more satisfac- 
tory to draw an order, or check, on a banker 
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and use it as direct medium of payment, 
than to have the check cashed and then de- 
liver the actual cash to a creditor. For like 
reasons, those who receive checks in payment 
of debts and thereby hold claims against 
banks, do not desire to have these claims paid 
in cash. They would rather deposit them in 
a bank and draw against the deposit thus 
created. 

Economizing the Use of Money 

The convenience offered by checks explains 
why they are so widely used, but it does not 
explain why the practice effects substantial 
economies, not only to the individuals who 
use checks but to the whole community as 
well. In order to make these economies evi- 
dent we must consider some technical phases 
of the process by which the banks handle the 
checks that go through their hands. An anal- 
ysis of what is known as "clearing" is in 
order. The outcome of the analysis will be to 
demonstrate that the clearing process enables 
the community to accomplish the exchange of 
goods with much greater economy than would 
be possible if all trade were conducted with 
money. The saving appears first in the use of 
money and then, more fundamentally, in time 
and effort. We shall resort to a series of 
simple examples to illustrate these points. 

Consider, first, the case of a community 

10 
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having only one bank. Suppose that Arthur 
Smith, a customer of the New York Store, 
Hopkinsville, Ohio, pays an account of $50 
by drawing his check on the local bank. Since 
the New York Store is also a customer of 
this bank, it deposits the $50 check in the 
bank. All the bank needs to do to complete 
payment is to transfer the credit of $50 from 
the account of Arthur Smith to that of the 
New York Store. No money changes hands. 
And if we continue to assume that there is 
only one bank in the community, all the 
checking transactions of that community 
would be settled, or in technical terms, 
"cleared" on the books of the bank, without 
the use of any money and without effecting 
any change in the bank's holdings of cash, or 
in the total volume of its deposits. 

The Clearing System 

When there are several banks in a commu- 
nity a similar result is accomplished by what 
is known as a Clearing House Association. 
Suppose the community which we have been 
using as an illustration grows to include two 
banks — the First National Bank and the State 
Trust and Savings Bank. Every day, each of 
these banks will receive from its depositors 
numerous checks drawn on the other institu- 
tion, so that at the close of the day the na- 
tional bank will hold checks drawn upon the 

11 
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state bank and the state bank will likewise 
hold checks drawn upon the national bank. 
The simplest way for each bank to collect the 
checks on the other is for representatives of 
the two banks to meet, exchange claims, and 
pay only the difference in cash. In practice 
this is what is actually done. 

The Clearing House Association 

In cities where there are numerous banks 
and where the volume of transactions is large, 
all banks join together in a Clearing House 
Association, and meet each day to effect these 
settlements. The net result is slightly to in- 
crease the cash holdings of some banks and 
reduce those of others, but to leave the banks 
as a group with the same amount of cash and 
the same volume of deposits as before. 

The clearing system of settlements extends 
beyond the banks of a single city, and exists 
between all cities and communities throughout 
this country and also throughout the entire 
world. Bank checks are the common means 
of effecting payments throughout this country. 
People in all parts of the country draw checks 
against their deposits in local banks and send 
them anywhere about the country in payment 
for purchases. Wherever these checks are 
received they are promptly deposited in some 
bank, which forthwith sends them to its most 
convenient clearing center. 

12 
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Since the establishment of the Federal 
Reserve System, the twelve Federal reserve 
banks are the principal clearing agencies. For 
example, checks drawn on out-of-town banks, 
which are members of the system, and depos- 
ited with a member bank of the Chicago dis- 
trict, are returned to those banks through the 
reserve banks of their own districts. Those 
drawn on member banks of the Chicago 
district are forwarded to the Federal reserve 
bank of Chicago, which charges them against 
the banks on which they are drawn and cred- 
its them to the depositing banks. Checks 
drawn upon banks in other districts are sent 
by the bank in which they are deposited to the 
reserve banks of those respective districts, 
and advice of this action goes to the Federal 
reserve bank of Chicago. The settlements 
among the reserve banks themselves are made 
daily through what is called "the gold settle- 
ment fund" in Washington, in which each 
reserve bank maintains a share. 

In a similar way payments are made be- 
tween people in different countries. We need 
not describe here the process of international 
settlement, because the principle underlying 
it is essentially the same and because we shall 
have occasion to consider the international 
phase of the matter in the course of a later 
discussion entitled "Foreign Trade and For- 
eign Exchange." 

13 
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A Network of Relationships 

Here is a network of relationships between 
banks by which every local community is con- 
nected with all other communities. No local- 
ity is so remote as to be outside of the system, 
and no community's sales or purchases are so 
insignificant but that the checks or drafts 
which effect its settlements are brought to- 
gether in the clearing process. Payments 
between the customers of a single bank are 
settled upon the books of that bank, payments 
within a locality having two or more banks 
are resolved into offsetting claims between 
these banks, and in like manner payments be- 
tween different localities and between nations 
are passed up to the larger clearing centers 
and settled in the same way. 

The whole system of making settlements 
through banks is thus one of book entries, 
with eventual transfers in cash that do not 
ordinarily amount to 5 per cent of the total 
payments. 

Credit Instruments vs. Money 

All the checks and drafts employed in the 
clearing process are termed credit instru- 
ments and represent circulating credit. The 
credit element consists in their being mere 
claims for the payment of money, instead of 
being money itself, and their instrumental 
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character is seen first, in the service they per- 
form in transferring credit from one person 
to another, and second, in the work which 
they do in helping traders to effect the ex- 
change of goods and services. The circula- 
tion of credit instruments amounts to the cir- 
culation of credit, and the latter, like the 
circulation of money, serves the purpose of 
circulating or exchanging goods. 

Business and Exchange 

The fundamental fact upon which the sys- 
tem rests is that business activities in the last 
analysis consist of an exchange of goods and 
services. The real compensation of each per- 
son for the products or services that he sells 
comes to him, finally, in the products or ser- 
vices of others, and the total value of the 
products that all the people of a particular 
locality send to outside markets is practically 
offset by that of the products which they re- 
ceive from outside. It follows, therefore, 
that if the checks and drafts arising from the 
sales both ways are brought together they 
will practically offset and cancel each other. 
The banking system accomplishes most of the 
settlements by this bookkeeping method and 
effects a great social economy by doing so. 
It is the simplest and most effective manner in 
which the settlements can be made, and there- 
fore beneficial to everybody. 

15 
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It is important in all studies of money and 
banking to keep clearly in mind the essential 
fact set forth above, that commodities are 
paid for with commodities. A thorough com- 
prehension of this will clear up most of the 
controversies which arise over these subjects. 
The purchasing power of every individual is 
in his power to produce goods or services that 
other people want. The impulse to produce 
a given commodity, or to qualify oneself to 
render a given service, arises from the fact 
that by so doing other goods or services may 
be obtained. The services of money and of 
banks facilitate the accomplishment of these 
exchanges. The great bulk of the settlements 
are accomplished through the banks by the 
clearing process just described, and only a 
small remainder, consisting for the most part 
of transactions of the retail class, are made 
in money. As a medium of exchange, aside 
from its fundamental service as a measure of 
value, money is only the small change of the 
business world. 

Credit a Medium of Exchange 

Bank credit, as represented by its appro- 
priate credit instruments, thus serves as a 
medium of exchange, just as money does, but 
the use of credit instead of money enables the 
community to effect large economies. It 
saves most of the cost that otherwise would 
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be involved in transporting money from 
place to place. It saves the labor and effort 
that otherwise must have been devoted to 
providing more costly media of exchange, 
and consequently has more energy available 
for the production of goods and services for 
general consumption. 

It is inconceivable that trade could be car- 
ried on upon its present scale, or that produc- 
tion, which depends upon trade, could assume 
such proportions as it does, if every purchase 
had to be settled by transporting gold or any 
other money of final settlement. Assuming 
that gold enough could be mined to provide 
for such payments, the labor, waiting, and 
risk of mining and of transportation, of in- 
surance, of guarding, and of accounting for 
such amounts, would be an enormous burden 
upon trade and upon production. This would 
still be true, even though paper money instead 
of metallic money were liberally employed. 

Social Economy Effected 

Here we arrive at the essential meaning 
of the statement that the banking system 
effects a great social economy. We now see 
that without this system the community would 
have less food and shelter, for instance, be- 
cause of having to devote more of its lim- 
ited resources to providing and transferring 
money. Everybody who produces anything, 
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sells or buys anything, or consumes anything, 
consequently participates in the economic 
benefits that result. 



Ill 

Bank Credit: Bank Deposits and 

Bank Loans 

In describing the process by which settle- 
ments are made through the clearing house 
we have explained how deposits are trans- 
ferred from one depositor to another and 
from one bank to another. We have not, 
however, explained how these deposits orig- 
inate in the first place, nor how they are 
eventually extinguished. 

A Necessary Distinction 

In taking up these questions we need to 
make a careful distinction between an increase 
of deposits as considered from the point of 
view of the individual bank and an increase as 
considered from the point of view of the 
banking system as a whole. Thus checks 
drawn on bank A, when received in payment 
for goods by a merchant who is a customer 
of bank B, and deposited by him in his own 
bank, increase the deposits of bank B. They 
give this bank claims against bank A, which 
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go to the clearing house and help to swell the 
balance there in favor of bank B. When a 
balance is struck, bank B may receive some 
actual cash from the clearing house, and con- 
sequently enjoy a net increase in assets in the 
form of cash holdings. But the deposits in 
bank A are correspondingly reduced, and its 
cash holdings, on the settlement of balances, 
may also be reduced. Such transactions as 
these evidently increase the deposits of one 
bank, but they do so at the expense of the 
deposits of another bank. The total of de- 
posits in all banks is not increased by the 
transaction. 

From the point of view of the banking 
system as a whole, which is the one we are 
taking here, deposits do not originate when 
somebody deposits in one bank a check drawn 
on another, nor are deposits extinguished 
when such checks come home to the bank 
on which they are drawn. The question of 
where deposits ultimately come from is not 
answered by noting how the deposits of one 
bank are increased or decreased by the move- 
ment of checks. The answer to this question 
lies much deeper. 

How Deposits are Increased 

Bank deposits, considered as a whole, are 
increased in but two ways. The first of these 
is the placing with banks of a greater propor- 
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don of the money of the country, which im- 
plies that a smaller proportion of this money 
is kept in the pockets of the people, in business 
houses, and the like. In the second place, 
bank deposits are increased by the making of 
bank loans. A general decrease in deposits 
occurs when either of these processes is re- 
versed, when more money goes into circula- 
tion among the people or when bank loans are 
paid. 

The truth is that the average body of bank 
deposits fluctuates comparatively little in re- 
sponse to the movement of actual money into 
and out of banks. Money drawn out into 
general circulation from one bank comes back 
promptly to another. The main source of 
bank deposits is found in bank loans, and we 
shall therefore give special attention to these. 

Hon) Loans Create Deposits 

The manner in which bank loans create 
deposits and in which the payment of bank 
loans extinguishes deposits may be made clear 
by an example. If a bank loans a customer 
$10,000 upon his note, and he takes credit for 
it in his account, the deposits of the bank will 
go up $10,000. This amount of bank credit 
has been brought into existence. When the 
borrower draws checks against his account 
and the checks are deposited in other banks, 
the deposits of the lending bank will indeed be 

20 



BANKING AND THE CREDIT SYSTEM 

drawn down, but those of other banks will be 
correspondingly increased. The increase in 
the total deposits of all the banks will remain 
until the original borrower repays his loan, 
not from the proceeds of some new loan, but 
by sayings accumulated out of his income. 
Whenever a borrower repays a loan, either 
with actual cash or by checking against his 
account, bank deposits go down, and a certain 
amount of bank credit is extinguished. The 
amount of credit created by the loan is in 
circulation and will remain in circulation until 
somebody, who has borrowed at a bank, 
checks against actual savings to extinguish the 
loan. There is no other way for the credit 
to be extinguished except by savings. 

On April 12th, 1922, the 804 reporting 
member banks of the Federal Reserve Sys- 
tem reported net demand deposits of $10,- 
564,778,000, whereas the actual cash in their 
vaults was but $283,968,000, and the aggre- 
gate cash holdings of all Federal reserve 
banks amounted to but $3,112,023,000, in- 
cluding not only gold, but also legal tender 
notes, silver, etc By comparing these items 
it will be seen that the outstanding obligations 
of these banks to their depositors were about 
three times the amount of their cash on hand. 
Nor does this tell the whole story, for these 
same 804 banks had extensive obligations on 
outstanding Federal reserve notes and on 
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Federal reserve bank notes. These amounted 
to $2,282,370,000 more. 

Total Credit Outstanding 

Customers of the Federal Reserve System, 
therefore, had claims amounting to $12,847,- 
148,000, counting both notes and deposits, 
while the actual amount of money in posses- 
sion of the system was but $3,395,991,000. 
The bank credit, all told, therefore, exceeded 
the actual cash on deposit by $9,451,157,000. 
This figure corresponds roughly with the 
amount of the outstanding loans and dis- 
counts for these member banks, which, on 
April 12th, amounted to $10,856,725,000. 

The point to be noted is that the over- 
whelming bulk of the bank credit of the coun- 
try originates neither in deposits of gold made 
by gold miners, nor in the flow of money from 
general circulation into the banks, but is cre- 
ated by the banks through the lending process. 
This fact is sometimes expressed by saying 
that what banks lend is not money but credit. 
This credit circulates, in the form of checks 
and bank notes, for instance, in the same way 
as standard money or any other kind of 
money, and the changes in the quantity of it 
have the same effect upon prices as changes 
in the quantity of money. 

It becomes important, therefore, to con- 
sider with great care the nature of credit, 
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especially bank credit, and to examine the 
limitations that exist upon its use. 

The Nature of Credit 

Credit, as the term is here used, means a 
claim or right held by one person to receive 
a certain sum of money from another, either 
on demand or at some future date, specified 
or unspecified. Under this definition, book 
accounts, promissory notes, and commercial 
drafts are instruments of credit, just as are 
bank checks and bank drafts. For the present 
purpose, also, bank notes are to be considered 
as credit instruments, for the reason that they 
represent a right to demand lawful money. 

How business is done "on credit," and 
especially the part played in the transactions 
by the banks, can be made clear by describing 
briefly two of the credit practices that are in 
common use. 

The first of these, which had its origin in 
the business readjustments following the Civil 
War and which still obtains in most lines of 
trade, is that of selling on "open book ac- 
count' with discount for cash. 

The "Open Book Method 

By the open book method goods are sold 
on account with payment due in from fifteen 
days to four months or longer, and the buyer 
has the inducement of a liberal discount of 
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from I to 10 per cent for paying cash within 
ten days. The custom has been for the buyer 
to borrow at a bank on his unsecured note for 
the purpose of taking advantage of this cash 
discount. His note is one form of "commer- 
cial paper. 9 ' It becomes an asset of the bank 
and gives rise to a deposit, as described ear- 
lier in this discussion. 

In some lines of trade the open book ac- 
count has given way to a second method, 
according to which the buyer gives his note 
for the amount due on the purchase. The 
holder of this note then often discounts it at 
his bank. In other words, the bank advances 
the amount called for in the note, with inter- 
est deducted. Often the seller may not dis- 
count the note but may hold it with others as 
a reserve, which reserve he carries by borrow- 
ing at a bank on his own unsecured note. 

Whether in such instances the seller dis- 
counts the note of the buyer or borrows on 
his own note, the funds he obtains are virt- 
ually advanced by the bank in anticipation of 
the proceeds of business operations which the 
borrower is supposed to have under way. 
The borrower at the bank, since fie obtains a 
"deposit" by his borrowing, is put in position 
to make purchases with cash while his custo- 
mer buys from him "on time"; when his 
customer eventually pays his debt in cash, 
the borrower can then repay the bank its cash* 
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Thus the bank, or rather the ultimate owners 
of the bank's funds — its stockholders, and a 
part of its depositors — perform some of the 
necessary "waiting" which we saw in an 
earlier study-unit must be done. 

Hiring the Service of Waiting 

The illustration given reveals the essential 
nature of bank credit, more especially that 
part of it which originates in loans. It shows 
that business men, by appealing to banks, may 
hire somebody to do part of the "waiting" 
necessary to the conduct of their business. 
The interest paid on bank loans is in com- 
pensation for this service. 

The illustration also shows that bank 
credit really originates in personal credit and 
in the credit of individual business firms. The 
extension of bank loans, then, consists essen- 
tially in the exchange of individual credit for 
bank credit, which is more widely known and 
possesses the additional advantage of being 
convertible into money on demand. It is im- 
portant to note that personal credit is at the 
basis of transactions in credit, and to note 
further that personal credit, as represented by 
its appropriate instruments, such as promis- 
sory notes and book accounts, is not adapted 
for circulation, whereas bank credit as repre- 
sented by checks against deposits or by bank 
currency, can and does circulate. 
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Personal Credit vs. Bank Credit 

Bank loans, therefore, accomplish the 
transformation of personal credit into bank 
credit. In making such loans, banks certify 
or underwrite or guarantee the personal 
credit of individuals and business firms. Thus 
bank credit is essentially personal credit 
adapted for circulation, and the granting of 
loans by banks amounts in effect to the manu- 
facture of customers' notes into "currency." 
This idea has sometimes been expressed by 
saying that the banks create deposits or create 
"deposit currency." This is indeed the es- 
sence of banking, and the chief source of the 
earnings of banks. If they had to confine 
themselves to lending only actual money, they 
could not make expenses, and what is de- 
cidedly more important, the great advantages 
to the public of carrying on business on credit 
would be almost wiped out. To be able to 
anticipate the proceeds of a business opera- 
tion is a very decided advantage. 

Borrowing from Banks 

The amount which a business man can 
borrow at his bank and the terms on which 
he can borrow depend upon considerations 
of two principal kinds. The first of these 
naturally has to do with the situation of the 
borrower, with his personal credit, and the 
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second has to do with the situation of the 
bank, with whether it is in position to expand 
its loans. We must treat both of these con- 
siderations at some length, not because they 
are difficult to understand in themselves, but 
because both of them involve the public wel- 
fare as well as the success or failure of the 
individual business man or the individual 
bank. The consequences which follow from 
overlooking the broad public aspects of 
these matters are of much significance. 

The applicant for a loan, however nego- 
tiated, is virtually offering, in exchange for 
cash now, a claim for cash at some later time, 
and everything depends upon the prospect of 
his having and paying this cash when payment 
is due. Scrutiny of this requirement will re- 
veal the fact that, behind such matters as the 
honesty and capacity of the applicant and the 
character of his assets, lies the more funda- 
mental matter of the regular movement of 
merchandise from the hands of each producer 
to the hands of the next and finally to the 
ultimate consumer. 



<<{ 



'Self -Liquidating Paper" 

The connection between the regular move- 
ment of merchandise and the volume of bank 
credit or bank loans can be made more evi- 
dent by considering the nature of so-called 
"self-liquidating paper." This consists of 

27 • 



ECONOMICS FOR EXECUTIVES 

notes of business men which represent loans 
based upon commodities moving to market 
or in preparation for market. Each succes- 
sive member in the chain of production and 
marketing commonly finances himself with 
loans at his bank by one of the methods which 
we have already described or by some similar 
method. As soon as the merchandise which 
each man handles passes on to the next man 
in the chain and is paid for, the former is in 
possession of the funds with which to pay his 
loan. As long as the movement of goods is 
regular and progressive, therefore, and at a 
stable level of prices, loans of this character 
are practically self-liquidating. 

From the banker's point of view commer- 
cial paper is graded according to the stability 
of demand for the commodities in question, 
and according to the stability of their prices. 
Consumers' goods, of the class of common 
necessaries, rank first. Wheat and flour are 
examples. Such factors as perishability and 
price fluctuations always enter into account. 
Facilities of the borrower for distribution 
are a factor, as in case of meat packers, who 
always have been large borrowers at low 
rates on account of steady distribution of 
products and quick turnover. Such concerns 
would have but to stop buying and the move- 
ment of stock on hand would quickly enable 
them to liquidate the indebtedness. Large 
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merchandising establishments which have 
demonstrated their ability to move quanti- 
ties of goods and which have ample margins 
of their own capital to cover fluctuations in 
the value of their goods, have good credit. 
Manufacturing establishments with an es- 
tablished trade have good credit for amounts 
properly proportioned against what are 
known as quick assets, including sums owing 
them by customers and inventories of stock 
and materials on hand and in process. 

Keeping Bank Assets Liquid 

There is good reason why banks gener- 
ally should confine their loans to operations 
such as we have just described; that is, to 
financing the current, regular turnover of 
industry and trade. If bankers confine their 
advances to this class of business they will 
keep their institutions in what is termed a 
liquid condition, which means that their loans 
are constantly changing. A bank in this posi- 
tion need only stop making new loans to have 
its assets steadily converted into cash. On 
the other hand, those who allow their funds 
to become tied up in fixed investments, such 
as land, buildings, and equipment, or in loans 
that for any reason cannot be collected 
promptly, will find their institutions in the 
way of becoming unable to meet their obli- 
gations. Such conditions, resulting from de- 
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partures from sound banking policy, are 
found to exist to a greater or less extent in 
every banking crisis. 

What is Good Security 

It is sometimes said that a banking system 
should always be in position to supply credit 
upon good security, and that inability to do 
this is proof of something wrong with the 
system or the management. Whether this is 
so or not depends upon what is meant by 
"good security." When it is understood that 
bank credit must be kept as good as cash, it 
will be appreciated that a banker must be 
able to know with certainty that the loans he 
makes will be paid as they fall due. He must 
be able to arrange his maturities in such man- 
ner that there will be continuous liquidation, 
thus keeping him in position to finance a new 
cycle of production and trade. "Good secu- 
rity" to him, then, means security that assures 
the payment of the loan on the day it is due. 

The solvency of a banking system depends 
upon having the volume of circulating bank 
credit always supported by bank loans of such 
character and such frequency of maturity as 
will absolutely guarantee the convertibility of 
bank credit on demand. The construction 
and development work of the country, the 
equipment of industrial works, and the slow 
.credits of every kind, should be provided for 
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by investors' capital. Bank credit should be 
restricted to handling the current exchanges. 

Loans and Bank Reserves 

We now come to consider the second set of 
considerations which bears on the extension 
of bank loans, namely, those which have 
to do with the situation of the bank — with 
whether it is in position to expand its loans. 

The ability of the bank to lend at any given 
time depends upon the state of its "reserves," 
or more accurately, upon the relation between 
the volume of its reserves on the one hand 
and the volume of its deposits on the other. 
This matter of reserves must be given very 
careful consideration, because it helps to ex- 
plain why the lending power of an individual 
bank is limited and also why there are limits 
to the lending power of all banks when taken 
together. 

The Nature of Reserves 

The nature of banking reserves can be 
made clear by reference to the conditions 
surrounding the origin of modern banking. 
It began when gold was deposited with gold- 
smiths for safekeeping. These latter were 
in the beginning mere custodians; they did 
not lend any of the funds deposited with 
them. Presently the goldsmiths found that 
they could safely lend out a part of the gold 
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deposited with them, provided borrowers 
would return it before it was needed by its 
owners. When the goldsmiths began to do 
this they ceased to be mere custodians of gold 
and became bankers in the modern sense, 
exercising the essential function of lender, 
and assuming obligations to original deposi- 
tors and to borrowers which when taken to- 
gether were in excess of the amount of gold 
kept on hand. They could safely do this, 
however, because experience showed them 
that not all creditors would call for their gold 
at one time. But even though all creditors 
might not want their funds at the same time, 
they all had the right to call for them as 
desired, which required of the banker that 
he always keep enough gold on hand to meet 
such claims as actually were presented to him. 
This gold constituted a "reserve," similar in 
all essentials to the "cash reserves" kept by 
modern banks. 

The Reserve Ratio 

Experience shows that in normal times, 
when people have confidence in banks, the 
banks can always maintain a volume of loans 
several times as large as their reserve of cash. 
The ratio, as determined by banking experi- 
ence, may be three to one, or four to one, or 
eight to one, or some other ratio; it varies 
from time to time and from place to place. 
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In addition to the rules on this matter, 
which bankers have learned to follow from a 
study of banking experience, there are some- 
times regulations of law which must be ob- 
served. There are no such regulations in 
foreign countries as a rule, except with refer- 
ence to central banks and then only concern- 
ing the ratio between their reserves and the 
volume of their outstanding notes. In the 
United States, however, there are legal re- 
quirements concerning the kind of money 
which banks must keep in reserve, and con- 
cerning the amount they must keep in propor- 
tion to their total deposits, or in proportion 
to their demand liabilities, including both 
notes and deposits. Thus banks in New York 
and Chicago that are members of the Federal 
Reserve System, are required to keep re- 
serves amounting to 13 per cent of their 
deposits in the form of credits at their reserve 
banks. The Federal reserve banks are re- 
quired to keep a cash reserve of at least 35 
per cent against their deposits and 40 per cent 
against their notes. Without entering here 
into the rather complex details of these, re- 
quirements as they relate, to different banks, 
we may say that they are all attempts to en- 
force rules of prudence which the best and 
most conservative banks find it advisable to 
follow without compulsion. We shall give 
further consideration to this matter in two 
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later study-units entitled "The General 
Movement of Prices" and "Panics, Crises, 
and Depressions." 

Increasing the Reserves 

The reserves of the entire banking system 
are increasable only through deposits of gold,' 
either gold drawn from the hoards of in- 
dividuals, or gold from the mines, or gold 
imported into the country from outside. But 
in the case of the individual bank, its own 
reserves may be either increased or decreased 
by the movement of deposits made by cus- 
tomers, and which may not take the form of 
gold at all. The reason is that the deposit 
of checks and drafts on other banks, for in- 
stance, gives a bank credits at the clearing 
house, which help to swell its balance there 
and consequently may cause it to gain gold 
from other banks when the final settlements 
are effected through the clearings. Additions 
to its reserve so brought about, lead, of 
course, to an increase in its lending power. 
This increase is naturally at the expense of 
other banks, and may leave unaltered the 
deposits for all the banks taken together. 
The combined lending power of all banks is 
not changed by a mere shift of funds from 
one of them to another. But for the indi- 
vidual banker the change described is of great 
importance. 

34 



BANKING AND THE CREDIT SYSTEM 

The shift of loanable funds between banks 
and among the numerous customers of a 
given bank is occurring all the time. The 
movements of trade will throw the balances 
in the clearings alternately from one set of 
banks to another, and the individual bank 
must adjust its loans accordingly. The de- 
posits of an individual bank are all credited 
to its customers, who have the right to draw 
upon them at will, and also have a claim to 
loan accommodations. One set of customers 
will have large credit balances and no loans 
at one season of the year, and at another sea- 
son will have reduced balances and be bor- 
rowing largely. 

The Shifts of Loanable Funds 

The individual banker must consequently 
arrange his loans so that the maturities will 
enable him to meet the needs of new borrow- 
ers and he will also have a constant in- 
terest in increasing the outright deposits of 
customers, because these affect the condition 
of his reserves and consequently affect his 
lending power. 

Our discussion of bank deposits has been 
centered about the idea that they consist for 
the most part of circulating credit, which is 
given its facility of circulation by the action 
of the banks, exercised, however, upon a 
foundation of personal credit. Both personal 
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credit and bank credit when closely examined 
are seen to depend at bottom upon the pro- 
duction and exchange of goods. Since these 
processes take time and consequently require 
the performance of waiting, the existence of 
bank loans is to be considered as one method 
of enlisting part of this essential element of 
production. 

What Governs the Amount of Credit 

At any given time the power of a bank to 
increase the amount of credit extended de- 
pends upon the condition of its reserves, and 
this condition in turn is determined partly by 
the competitive relations between the particu- 
lar bank and other banks, and partly by the 
quantity of gold that happens to be in the 
country or that happens to be in the reserves 
of all banks taken together. 

In the study-unit upon "Money and the 
Monetary System" we considered at length 
the relation between the volume of money 
and prices. Since bank credit serves the same 
essential purpose in the exchanges that is 
served by money itself, and since the amount 
of bank credit in use is more readily increased 
or decreased than the amount of standard 
money, it is evident that the fluctuations in 
the volume of bank credit constitute a very 
important factor in prices. This fact indeed 
gives to the study of banking its greatest in- 
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terest. We must accordingly give attention 
to the influence of fluctuations in bank credit 
and in so doing will first discuss the value of 
elasticity in the use of credit and particularly 
in a system of bank note issues. 



IV 
Bank Credit: Bank Notes 

The volume of credit needed by the com- 
munity from time to time, and the volume of 
currency needed, varies considerably and can- 
not be closely calculated in advance. It de- 
pends upon the state of trade and upon the 
level of prices; it varies also with the seasons 
of the year. In consequence, the monetary 
and banking systems of the country must pro- 
vide for elasticity, both in the volume of 
credit and in the volume of money. This 
means that both of these forms of circulating 
media taken together should expand in vol- 
ume as may be necessary to serve the eco- 
nomic needs of the country, and that they 
should also contract in volume as circum- 
stances permit, in order that they may thus 
regain the power to expand again. 

In discussing the monetary system we con- 
sidered government notes and referred to the 
existence of bank notes as another form of 
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paper money. Now that we have seen in the 
discussion of bank credit that the bulk of 
the country's business is done with deposit 
currency and not with money of any kind, we 
are in position to consider the part played by 
bank notes, both in the monetary system and 
in the banking system. 

Representatives of Bank Credit 

It is important to observe that both checks 
and bank notes represent bank credit. Both 
of them are essentially credit instruments. 
The service performed by bank notes is sim- 
ilar to that performed by bank checks, the 
only notable difference being that currency 
issued by a well-known banking institution is 
better suited for circulation from hand to 
hand than are private checks. Bank de- 
posits and bank notes are interchangeable, 
either being convertible into the other to suit 
the convenience of the public, and in daily 
practice are being constantly so converted. 

The issue of circulating notes has always 
been considered an important function of 
banking, although not an absolutely essential 
one. It is not absolutely essential for the 
reason suggested, namely, that bank credit 
can circulate in othefr forms, but it is ex- 
tremely important for the reason that the 
public's demands for currency naturally focus 
upon the banks. 
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It has been customary in the harvest sea- 
son, for instance, for the country banks to 
call for additional amounts of currency to 
meet the wants of their customers. If the 
farmers are paying harvest hands or thresh- 
ing crews they need more money than at other 
times; checks are unsuited for this purpose. 
The farmers apply to the banks for this 
money, drawing checks against their deposits 
to obtain it. Under the present monetary 
system, the local banks may obtain currency 
upon application to the Federal reserve 
banks. The shipments of currency, of course, 
are charged to the deposit account of the 
local bank, and the local bank may replenish 
that account by sending in commercial paper, 
such as customers' notes, for rediscount. 

Currency Returns to Banks 

When payments to harvest hands or other 
persons are made, the currency so disbursed 
will be gradually expended by the recipients, 
and will find its way back through stores, rail- 
way offices, and otherwise to the local banks, 
and from the latter to the reserve bank. The 
circuit is thus completed, the currency having 
been resolved back into deposits. 

The amount of currency required will, of 
course, vary both with the size of the crop 
and with the prices of farm products. It will 
take more to move a cotton crop at 20 cents 
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a pound, for instance, than at 10 cents a 
pound, or a wheat crop at $1.50 a bushel 
than at $ 1 a bushel. 

What is Elasticity ? 

The arrangement for supplying currency 
thus described gives elasticity to the volume 
and makes the system responsive to business 
needs. It is characteristic of a scientific 
currency that it disappears — retires — as it 
completes the services for which it is called 
out. As the settlements made through the 
clearing houses effect the cancellation of all 
credit instruments representing the trans- 
actions, so the currency that goes out from 
the Federal reserve banks to move the crops 
will be retired by the sale of the crops, and 
the currency that goes out for payrolls is 
retired by the sale of the goods that result 
from the labor represented by the payrolls. 
The process is as continuous as a moving 
picture, in the sense that it is a succession of 
independent, separate acts. The currency 
in circulation will be properly regulated as 
long as it retains this intimate relationship 
to goods moving into consumption, and is 
extinguished as the goods are consumed. It 
may be likened to a ticket or bill of lading 
that accompanies the goods; it has no busi- 
ness to be outstanding after the goods have 
been delivered and consumed. 

40 



BANKING AND THE CREDIT SYSTEM 

In the case of currency created to enable 
a government to make purchases of war ma- 
terials, the goods which it represents are 
destroyed but the currency remains in circu- 
lation; this is "inflation," and becomes a dis- 
turbing element in the situation. The volume 
of currency outstanding thus comes to be 
in excess of the normal amount directly re- 
quired by the volume of commodities flowing 
through the channels of trade. If there is 
no redemption for this currency, and hence 
no outflow of the standard money to other 
countries, the currency will depreciate in 
value. Such depreciation will appear in a 
rise of prices, but it is not a rise significant 
of healthy business conditions. 

A Scientific Currency System 

A scientific currency system recognizes 
that, fundamentally, goods pay for goods, 
and that the impulse to trade arises from the 
desire to exchange goods or services ; it does 
not provide money to create or stimulate busi- 
ness, but simply to facilitate it, as railway cars 
are provided to move the traffic offered. 

Under the Federal Reserve System there 
never is any scarcity of mere currency. The 
Federal reserve banks are always in posi- 
tion to supply any amount of currency upon 
certain well-known conditions, which, how- 
ever, must be enforced in order to maintain 
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the solvency of the Reserve System and keep 
the currency from depreciation. The pub- 
lic is informed as to these conditions and 
individuals and member banks must keep 
themselves in position to comply with them. 

The Causes of "Tight Money" 

The condition known as "tight money" 
does not signify that there is a physical 
scarcity of money. It simply means that 
money is not borrowed or goods sold as 
readily as at other times, a condition that may 
be due, and almost invariably is due, to other 
causes than changes in the volume of money. 

"Money, like wine," said Adam Smith, the 
"father" of political economy, "will always 
be scarce with those who have neither the 
goods to buy it nor the credit to borrow it." 
A great share of the agitation over the money 
question is due to unwise borrowing. It is 
not uncommon for people to borrow to the 
limit of their credit in good times and have 
no reserve credit for bad times. It some- 
times happens that banks find their deposits 
and reserves diminishing and are obliged to 
restrict or reduce their loans. These are 
not signs that the currency supply is deficient 
or that the banking system is defective. No 
currency system or banking system can af- 
ford protection against mistaken business 
policies. 
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In describing the services of the reserve 
banks in supplying currency to the member 
banks we should not omit reference to the 
need for so-called emergency elasticity. This 
need arises, when, because of some unusual 
condition, alarm is excited concerning the 
ability of banks to meet their obligations to 
depositors. But the discussion of this matter 
belongs more properly to a succeeding study- 
unit which deals with commercial crises. 

The Authority to Issue Money 

The question whether paper currency 
should be issued by the government or by 
the banks has been the subject of much con- 
troversy, many people maintaining that the 
issuance of paper money is a function iden- 
tical with coinage and that if the banks issue 
currency they have undue control over the 
supply. The argument is fallacious, and 
arises first from a mistaken idea of the act 
of coinage, second, from ignorance of bank- 
ing operations — the way in which paper cur- 
rency is associated with banking services — 
and third, from failure to appreciate the 
mutuality of interests which underlies the 
prevailing organization of business. 

The act of coinage as exercised upon gold 
or any kind of standard money does not sig- 
nify any control over the volume of money. 
The government receives whatever bullion 
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is offered at the Mint, coins it, and virtually 
returns it to the depositor. It has nothing to 
do with the supply. That depends upon the 
miners, or the traders, or bankers who im- 
port or export it. 

Banks and the Demand for Money 

The service performed by the banks in 
supplying currency to meet the wants of 
trade is supplemental to the much greater 
service which they are constantly rendering 
through the clearing process, in which but 
little money is used. There is every reason 
in each instance why the banks should desire 
to render the service that is needed, and no 
reason whatever for distrusting their willing- 
ness to supply it. Finally, if there is any 
validity in the argument that the banks may 
exercise an arbitrary and unwholesome con- 
trol over the money supply, it must be consid- 
ered that as new supplies from whatever 
source are forthwith given into the keeping 
of the banks, their opportunity to control the 
use of gold or government money is prac- 
tically the same as the opportunity to control 
the supply of currency issued through or by 
them. The protection of the public in the 
matter of the money supply is the same that it 
relies upon in all the other services rendered 
by the business organization. It is found in 
the fundamental community of interests which 
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exists as between different members of the 
business organization, and in the competing 
interests of numerous banking institutions. 

On the other hand, these demands for cur- 
rency have no relation to governmental func- 
tions. The government has no way of putting 
money into circulation except by paying it out 
for services rendered, and this provides no 
means of retiring it. The government is out- 
side the business circle. Unless it is to enter 
completely into the banking business, includ- 
ing the taking of deposits, and the making 
of loans, it is not in position to provide a 
currency supply that is elastic and responsive 
to every day needs. 

The Supply of Bank Credit 

We have now seen that bank credit is made 
available chiefly through loans, and that u 
may take either of two forms, bank deposits 
or bank notes. Its amount should be elastic; 
that is, it should vary with the needs of trade ; 
its forms should be those most convenient for 
the public — deposits for those who prefer to 
use checks, notes for those who prefer cur- 
rency. Both these conditions are best served 
by the provisions of law and of custom which 
put the banking business into private hands, 
maintain competition between banks, and al- 
low banks, subject to reasonable restrictions, 
to issue the paper currency. 
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These arrangements do not make the mon- 
etary and banking system absolutely perfect 
by any means. They still leave opportunities 
for mistakes of judgment, such, for instance, 
as granting too much credit at times and too 
little at other times, with serious influence on 
the level of prices. This danger of extreme 
fluctuations in the use of credit exists whether 
banks issue notes or not. It is of such char- 
acter that we shall now give special attention 
to the matter, attempting here to state the 
main principles involved, with a few of their 
leading applications. 

Bank Loans and Commodity Prices 

The relation between changes in the vol- 
ume of bank loans and changes in the general 
level of prices is very close. These two 
developments act and react upon one an- 
other. A full discussion of the subject would 
include all the phenomena of commercial cri- 
ses, reserved for later consideration, but it 
is sufficient to refer here to the fact that there 
is a tendency for the general volume of busi- 
ness to fluctuate in a more or less pronounced 
manner. Rising from a period of depression, 
the demand for credit will grow, and as 
credit is supplied and demands for goods or 
property are thus made effective, either prices 
will tend to rise or more goods must move 
through the channels of trade at the old 
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price. The readily available supply of 
goods usually is limited and as it approaches 
exhaustion, unless demands are satisfied, 
prices will rise. Rising prices tend to create 
new demands for credit, making it necessary 
to use more credit to handle the same volume 
of business as before, while easy credit tends 
to higher prices by making it possible for 
buyers to compete freely for what is wanted. 
Sooner or later, however, the amount of 
credit that can be afforded by the existing 
banking resources will be exhausted. Loans 
and deposits will have reached the permis- 
sible limit in relation to the reserves. Fur- 
ther grants of credit must be restricted. The 
supply of new purchasing power is thus cut 
off, and the price advance will stop, at least 
so far as it is dependent upon borrowed 
funds, which is the case in any general move- 
ment. A small, advance can take place from 
unusually low price levels without notable 
demands for credit, but a sustained rise of 
prices is always accompanied by an expan- 
sion of credit and is impossible without it. 

Fall of Prices and Deflation 

When prices rise through the aid of credit 
expansion and the limits of credit expansion 
are reached, a decline will almost certainly 
set in, as a result of the falling off of effective 
demand for whatever kind of property has 
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been the subject of the trading activity. Once 
prices are definitely started downward, and 
the speculative demand is eliminated, numer- 
ous influences combine to carry them lower. 
A general fall of commodity prices tends to 
deplete deposits and, in the case of many 
individual banks, to deplete reserves, thus 
affecting the bank's lending power. 

Moreover, the fall of prices affects the 
credit of borrowers. Their assets and in- 
comes must be revalued, and their abilities 
to pay judged in the light of the changed con- 
ditions. It is an accepted rule of banking that 
if a borrower's collateral declines in value he 
must be asked to supply more collateral or 
reduce the loan. Hence it is that as prices 
fall, losses are realized, values shrink, and 
banks find it necessary instead of increasing 
loans to ask for payments. 

The Danger Point in Inflation 

Since bank loans always exceed the re- 
serves, there is always credit in circulation 
that has been created by the banks. When 
the loans amount to six times the reserves, 
there is, of course, more bank credit in circu- 
lation than when they amount to four times 
the reserves. It is when banks go beyond 
the proper ratio of these two figures that they 
create an excessive amount of credit and the 
danger of inflation begins. 
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If the new supplies of gold available for 
bank reserves from year to year bore a con- 
stant relation to the increasing population and 
industrial capacity of the country, a specific 
percentage of bank reserves might be named 
which would allow for a corresponding ex- 
pansion of credit from year to year and yet 
would prevent inflation. It should be under- 
stood that the desired situation involves more 
than a proper relationship between gold on 
the one hand and the flow of commodities on 
the other hand. The element of credit is 
a factor. There may be gold inflation as 
well as paper inflation. A rapid increase 
of gold reserves with a corresponding in- 
crease of bank credit will produce the same 
objectionable influence upon prices as that 
resulting from an increase of credit alone, 
although of course the banks would be in 
stronger position to maintain themselves in 
the former case than in the latter. Inflation 
upon a gold basis was thus experienced in the 
first three years of the late war. 

"Gold Inflation" 

When gold is coming into the country and 
bank reserves are increasing in size, banks 
which have their attention fixed on some given 
ratio of reserves to loans will feel warranted 
in increasing their loans and probably will 
reduce interest rates to accomplish it. The 
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loans of themselves cause an increase in de- 
posits, and unless bankers are very cautious 
and firm in resisting the importunities of 
borrowers, the increase of deposits through 
loans may go on until the additions amount 
to several times the amount of the new gold 
in the reserves. 

The growth of loans under such circum- 
stances is likely to result in a rise of prices, 
for unless production was below the capacity 
of the country when the importation of gold 
began, the increase in purchasing power which 
was set in motion by the loans probably will 
exceed the increase in the physical volume of 
commodities and services to be handled. This 
is the state properly described as "inflation." 
The correct banking policy is that which keeps 
ample resources in reserve to give the desired 
elasticity to credit, but puts definite limits 
upon inflation. 

Expansion not Inflation 

The reader should give attention to this 
definition of the word "inflation" and mark 
the distinction between it and the word "ex- 
pansion." The latter signifies an enlarge- 
ment of the volume of credit in use and may 
be no greater relatively than the increase in 
the physical volume of business. It is when 
new purchasing power becomes available 
faster than the productive facilities of the 
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country can keep up with it that a state of 
"inflation" results. 

Under normal conditions, with all the im- 
portant countries on a gold basis, inflation of 
credit in a single country will be checked by 
loss of gold from the bank reserves. Infla- 
tion will drive up prices, which will have the 
effect of increasing imports and diminishing 
exports until gold moves out, thus reducing 
reserves and forcing a restriction of credit. 
During the late war, however, these natural 
correctives were inoperative. The balance of 
trade was so heavily in favor of the United 
States, and the demand upon us for food- 
stuffs and war supplies was so imperative, 
that there was no possibility of turning the 
gold movement against us. Moreover, our 
own demands upon industry were such as to 
create an insistent demand for credit that was 
practically unlimited. 

Thus it was that the loans and discounts of 
all national banks increased from $8,712,- 
862,000 on March 5, 1917, to $10,096,940,- 
000 on November 1, 191 8, the date of the 
statement nearest to the date of the armistice 
and to $12,415,762,000 on September 8, 
1920, which was about the crest of the in- 
flation. And so the earning assets of the 
Federal reserve banks increased from $225,- 
541,000 on April 5, 1917, to $2,298,640,000 
on November 15, 191 8, and then made a 
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fresh rise to $3,421,575,000 on November 
5, 1920. The general level of prices, as re- 
ported by the Bureau of Labor Statistics rose 
from 172 in April, 19 17, to 206 in Novem- 
ber, 191 8, and to 272 in May, 1920, which 
was the crest of the price movement. 

.Rises without Gain 

These rising wages and prices were utterly 
fruitless of real gains to anybody, except as 
they were made entirely at the expense of 
others. Every addition to the volume of 
credit furnished the means of financing com- 
petitive demands for labor and materials, and 
the new supplies of credit accomplished noth- 
ing but further increases in wages and prices. 

We may conclude, therefore, that under 
some conditions, an improvement in the spirit 
of enterprise will lead borrowers to make 
such demands upon banks as lead to an 
over-extension of loans, while under other 
circumstances, the mere accumulation of gold 
in the banks will so far increase their lending 
power as to result in lowered rates of interest, 
which will in turn encourage business men to 
borrow, and this process may go on until we 
have inflation. This matter must receive fur- 
ther attention when we come to discuss crises 
and depressions and it will then be seen that 
a practical solution for the problem of pre- 
venting inflation has not yet been found. The 
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general rule, however, is plain enough; the 
expansion of circulating credit should keep 
pace with the expansion of production and 
the physical volume of trade. Under this 
condition such changes in prices as do occur 
can be considered as a true reflection of 
changes in the people's wants for goods on 
the one hand or changes in real costs of 
production on the other. Price changes due 
to expansion and contraction of bank credit 
are to be deprecated. 



Conclusion 

Considering the banking system by itself, 
we have seen that it is an extension of the 
monetary system and that it serves the impor- 
tant social purpose of encouraging production 
by increasing the efficiency and economy of 
the process of exchange. 

An outstanding conclusion of our study of 
the monetary system and of the banking sys- 
tem is that the so-called money question comes 
inevitably to be essentially a banking question 
and that both converge upon the question of 
the general movement of prices. 

It so happens, however, that the price sys- 
tems of different countries are bound together 
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